The present paper attempts to investigate the impact of some selected macroeconomic factors on the growth of Islamic Banking. The Islamic banking is one of the most rapidly growing segment of the economy nowadays particularly in Pakistan and other Islamic countries around the world. Therefore, the aim of our current study is to investigate whether macroeconomic variables influence the growth of Islamic banking in Pakistan or not. For that purpose, we used seven macroeconomic factors such as, gross domestic product, Muslim population, inflation rate, money supply, total savings, interest rates, and remittances. These variables are used because they directly or indirectly influence the Islamic finance system of the country. Annual data spanning from 1985 to 2015 for six Islamic banks were used. After confirming the stationarity and long run association, we estimate model by using error correction model (ECM). Results reveal that Muslim population, GDP growth, money supply and worker's remittances play a positive and significant role in the development of Islamic banking in Pakistan. However, interest rates, savings and inflation are inversely related to the growth of Islamic banks. These empirical findings can have some important policy implications.
Introduction
Finance is the key factor to run any financial institutions and to provide financial assistance to facilitate the general public. Islamic finance is referred as the activities by which financial enterprises in the Muslim world (banks and other lending institutions), raise capital in accordance with Shariah law. It means all types of investments that are permissible under Islamic law. Islamic finance is defined as products designed by financial institutions to comply with Shariah law (Azwar, 2010; A. Gait & Worthington, 2008; A. H. Gait & Worthington, 2007) . Islamic financial institutions are those that are based on the objectives, operations and Quran's principles (Ibrahim, 2000; Aman, Sharif, & Arif, 2016) . Islamic financial operations are known and being practised since the 7th century AD, when the Prophet Muhammad (PBUH) prohibited some transactions involving Riba (interest) under the principle outlined in Quran.
Financial institutions are used as a source of funds to generate finance. Islamic financial institutions also operate various deposits, loans and other commercial services 11.4 percent and 13.2 percent share respectively in the total assets and deposits of overall banking industry (Bulletin, 2016) . State Bank of Pakistan has played an important role in providing favorable environment and enabled the industry to become the part of growth and introduced a comprehensive legal and Shariah compliance framework for the Islamic Banking Industry (Bulletin, 2016) . Pakistan took a new start for Islamic banking and finance in 2002. Meezan bank was established as premier Islamic bank. Pakistan is operating as a dual banking system and the Islamic banking industry is facing high competition in the market in the area of financing. The reason behind the study is dependency of Islamic banking industry on deposits, changing attitude of savers and investors regarding investment decisions, high competition in the industry, changing country's economic conditions, and dynamics of market. However, the current study has focused only on macroeconomic factors which influence the growth of Islamic finance with respect to Islamic banking industry of Pakistan.
In the context of Pakistan, scarce literature is available on the relationship of macroeconomic variables with Islamic finance focusing on Islamic banking industry. Therefore, this study aims to bridge the gap in the existing literature.
Literature Review
The financing modes and approaches of Islamic finance (without interest) are entirely opposite and different from conventional financing (with interest) in the economy. The fundamental principle beneath the Islamic financial system is based on partnership (Chapra, 2000; Ahmed, 2000; Wilson, 1995) . As there is a group of macro-economic variables impacting the growth of Islamic finance, so we have proceeded to review available rare literature in this regard. Previous studies conducted in this area, mainly focused on some modes of Islamic finance, issues & challenges being faced by Islamic banking industry and economic growth. These are very important factors for development of Islamic financial system because growth demands finance. Development in Islamic banking stimulates growth, are conceptual factors that affect the development of Islamic finance from the beginning. Changes in law and regulations, the restructuring process and governmental support policies, foreign direct investment (FDI), money supply (M2) and Murabaha to the Purchase-Order (MPO), inflation rate, and exchange rate have highly significant relation with Islamic Bank Financing (Farahani, 2012; Dhankar, 2014; Curuk, 2014; Ahmad, Yazis, & Oudat, 2015; Nahar & Sarker, 2016) . However, there are few studies which are done on the impact of population and relative importance of Islamic finance and banking. In the Muslim populated countries, there is substantial potential for Islamic finance because it can fund by borrowers and moving lenders from the informal to formal financial market.
Presence of Islamic banks as financial providers will be influential particularly in large Muslims populated countries. They estimated a positive and significant relationship between population growth and Islamic financial development and found some evidence in support of poverty alleviation particularly in rural areas (Abedifar, Hasan, & Tarazi, 2015; Abedifar, Molyneux, & Tarazi, 2013; Cizakca, 2009; Honohan, 2008 ). An interesting and significant study was drawn from the study of Johnson (2013) , regarding the limited economic growth by expansion of Islamic financial institutions and Muslims pervasiveness in the population of a country was found to be most significant determinant of the dissemination of Islamic finance and suggested that some of the effects of convergence may operate through adaption of Islamic finance. The most relevant and stimulus from the studies indicated the monetary policy variables (money supply, interest rate & GDP) and Islamic banks deposits (case study of Islamic banks of Bahrain & Malaysia) (Ihsan & Anjum, 2013) . Similarly, in the case of Nigeria, the principle components i-e interbank call rate, inflation, and monetary policy rates are three components which have significant variability in M2. Whereas inflation, monetary policy rate, saving deposit rate, and treasury bill rate have also impacted on M2 in Islamic financing (Oni, Emoh, & Ijasan, 2012) . Ahmad et al. (2015) did a case study in Jordan; these researchers observed some analysis on the relationships between macro-economic variables Gross Domestic Product (GDP), Foreign Direct Investment (FDI), money supply (M2) and (MPO) Murabaha to the Purchase-Order.
Interest rate of conventional banks plays an important role in generating finance and increase in deposit shares of Islamic finance. Kader (2009) found that change in interest rate is caused in the demand for Islamic bank financing and the period specifically after the Asian financial crisis when interest rates were falling. Kassim, Majid, and Shabri (2009) examined the similar impact of monetary policy shockwaves on Islamic financing and conventional loaning in Malaysia and influence of monetary policy shockwaves by govt. in a dual banking (conventional and Islamic banks) system. The responses of the conventional banks and Islamic banks towards monetary policy shock were different. To provide meaningful comparison, the same analysis was performed for both Islamic and conventional banks. The results of the study showed that the Islamic banks' items on the balance sheet are more sensitive to the changes in monetary policy. In the study of Kasri (2010) , deposits of Islamic banks were expected to be influenced by total number of branches of Islamic banks, real income, real rate of return and real interest rate of conventional banks. Likewise, Adebola (2011) , picked Malaysia and investigated the impact of interest rate (conventional bank) on the volume of financing of Islamic banks. They concluded that Islamic banks financing is complementary rather than substitute to conventional banks. In addition, financing and interest rate have negative impact on Islamic banking financing. Rab (2004) , observed the devaluation of currency and its use as unit jeopardizes the ability of sharing of profit (Mudarabah) to do justice to the capital owner (Rab-al-mal) . It results in transferring the gains (real) to the entrepreneur (Mudarbah) in agreed proportion and feasibility of these modes of finance is essential for ensuring the proper utilization of Islamic finance. In the studies conducted by Abduh (2011) , for Malaysia, (Al-Fawwaz, Alawneh, & Shawaqfeh, 2015) , for Jordan (Nahar & Sarker, 2016) , a negative correlation between Islamic finance and inflation rate is existed. According to them, Islamic finance increases production of goods & services in the economy and it decreases the prices of general goods and services in the economy. Savings are considered as backbone of an economy. They play a vital role in raising bank reserves (deposits) and further financing to accumulate capital. Mushtaq and Siddiqui (2016) , affirmed that the two most important macroeconomic tools, Saving and investment play a major role in economic growth. The objectives of their study was to evaluate the effects of Shariah based parameters on the financial decisions for savings and further investment for an Islamic country's population. They did comparison by taking data of 17 Islamic and 17 non-Islamic countries from 2005-2013 by using the random effect and GMM model (system generalized method of moments). A. H. Khan, Hasan, and Malik (1994) , observed the determinants of saving rate by using diversity of factors for Pakistan. They assessed a sturdy effect of per capita GNP on the national savings of Pakistan and concluded that openness of the economy directly influences national savings where real interest rate will change in terms of trade. Whereas, debt to GNP ratio and dependency ratio have contrary effects on national saving. Khalid (2004) , concluded in their study that per capita GNP positively and strongly effect the national saving. In Pakistan, savings do not affect government budget deficit significantly whereas remittances received to government play a necessary part to increase the saving's level in the country. Akhtar, Akhter, and Shahbaz (2017) Remittances are a perceptible part of government reserves in an economy. Only few studies can be found in this area of research. Khalid (2004) , investigated and concluded that remittances contribute positively towards the higher national savings in the country and savings in the country like Pakistan, not significantly affected by the budget deficit and government investment. Mostly researchers have applied ADF test to check stationary of the variables, co-integration for long run relationship and applied ECM model to check the short run changes in equilibrium. Our study will test the hypotheses derived from literature reviewed, that are expected to check the impact of our selected variables on the growth of Islamic Finance.
Many macroeconomic variables influence the financial structure and market in any country. As it is proposed, that if there is good economic condition with maximum working labor and higher level of saving and investment will ensue with higher level of growth of finance. Being focused on the growth of Islamic finance, interest rate of conventional banks and inflation rate shall work with inverse intensity. With the help of research articles and proposed model, following hypotheses were developed for the study. Islam is the main objective behind the selecting Islamic finance. When all the financial services will be provided according to sharia compliance, there will be great motivation for the Muslim people to take non-interest financial transactions, continuous development and knowledge for the creation of Islamic financial services based on profit sharing (Equity partnership). It's a bidirectional relationship.
H 2 : Muslim population has a positive impact on the growth of Islamic banking.
Due to religious perspective, highly Muslim populated countries which prefer sharia compliant financial product and services will improve economic welfare i-e economic growth, income inequality and poverty alleviation with higher uncertainty or comparatively low GDP per capita.
H 3 : Money supply has a positive impact on the growth of Islamic banking.
When the total amount of available monetary assets is stable and increased in the economy, there is an availability of finance to invest in the society. Better money supply initiate money circulation in the economy.
Real interest rate has a negative impact on the growth of Islamic banking.
Interest rate (conventional bank) leaves an inverse impact on the volume of financing of Islamic banks. All customers are profit oriented and they expect real rate of return on their deposits. When there is an increase in conventional bank interest rate, real rate of return on deposits will move down and customers will switch towards Islamic banking and as a result level of Islamic deposits will rise, so real interest rate has negative relation with Islamic deposits.
H 5 : Inflation rate has a negative impact on the growth of Islamic banking.
Inflation rate is measured by consumer price index and the general increase in price will result in less purchasing of the consumer. So, real level of savings, investment and wealth reduces. High level of inflation causes non-equality in distribution of income Inflation from lenders to borrowers and from employers to employees when salaries are not adjusted for inflation.
H 6 : Savings has a positive impact on the growth of Islamic banking.
Higher growth rate inclines the people of Islamic countries to save more. This behavior of Muslims is explained as that the Muslims are persuaded to save rather than to spend lavishly; Savings are basic source of financing capital and financial assets in the economy. According to classical economist, people tend to decrease their present when the latter (future earnings) is high, reduce consumption and save more. It stimulates economic activities. Greater ratio of savings promotes economic growth in the country. The foreign-exchange earnings are the major source of improvement in the volume of reserves of the country which are said to be the compensation of the migrants and employees in the foreign country. When it increases, becomes the cause of raising the country reserves.
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Methodological Framework
To uncover the effect of macroeconomic factors on the Islamic Banking of Pakistan, we have used annual data of six Islamic banks covering the time period from 1985 to 2015. All the data are obtained from distinct sources such as, Economic survey of Pakistan, Islamic banking bulletin, state bank of Pakistan, and World development indicator, IMF and World bank.
Variables Description
In our study, we have selected some macro-economic variables. This section narrates and explains these variables. Determinant of these variables are done on the basis of previous studies. There is one dependent variable (Islamic finance) and seven independent variables (GDP, Muslim population, money supply, interest rate, inflation rate, savings, remittance. Growth of Islamic finance was measured by modes of Islamic finance (Dhankar, 2014; Al-Fawwaz et al., 2015) which are Murabaha, Ijara, Musharaka, Mudarabah, Diminishing Musharaka, Salam, Istisna, and Qarz-e-Hansna. Economic growth was measured by gross domestic product (GDP). Population growth was measured by Muslim population growth rate. Money supply was measured by MII (Ahmad et al., 2015) . For interest rate of conventional bank, interest rate which was announced by state bank of Pakistan was taken. Inflation rate was measured by consumer price index (CPI) (Nahar & Sarker, 2016) . Savings have been taken by taking total sum of public and private savings. Remittances are measured by taking annual growth rate. Then, we have presented all selected variables in the model and its measurements.
Research Method
An annual time series for Pakistan covering the period from 1985-2015 was used. Tentatively we could get some clues, if these were plotted, but it was necessary to know the statistical or stochastic mechanism that generated this data, each of the variables of our study was a random variables or stochastic process as its series was a particular realization of that process. For this co-integration, consider the dominant requirement or the estimation of an economic model by using non-stationary time series data. So stationary of this variable is to ensure before putting them into further analysis. To officially check the stationarity of series, the Unit Root Test is commonly adapted to test and it is also known as modern method to check stationary. It was presented by Dickey and Fuller (1979, 1981) . This test simultaneously checks the data is non-stationarity and there is Unit Root which is present in the variables. To empirically test the long-run relationship among the variables, ECM (error correction model) approached to co-integration has been applied.
The empirical model used for the study can be expressed as follows;
Where, GIF is the growth of Islamic finance (banks), GDP is the gross domestic product used as a proxy for economic growth. PG is the Muslim population growth, M2 is the broad money supply, CPI is the consumer perception index used to measure the inflation rate of the economy. IR denotes as the interest rate, REM is the worker's remittances, SAV is the total savings and lastly the subscript t and i represent the total number of time period and total number of banks used in the study.
Empirical Results
Unit Root Test
Unit root test checks is to use stationarity of the data. If the data is non-stationarity, the regression estimates may become spurious. Augmented Dickey-Fuller (ADF) test has been used to check stationarity property of data. The results showed that the variables were non stationary at I(0), however, they were found to be stationary at I(1). The results of ADF Unit root test are presented in Table 1 . 
Cointegration Test
On the basis of Augmented Dickey Fuller (ADF) test, it was found that all of the variables in the model are integrated at first difference. In other words, we can say that order of integration remains same for all variables. In such case, Johanson co-integration is a suitable technique to find out long-run relationship among the variables. The results of Johanson's estimation are presented in the table 2. The rank test (Eigen value) indicated the same as the trace test (trace). We emphatically rejected the null hypothesis of series at 5% level. 
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Error Correction Model (ECM)
We applied Error Correction Model (ECM) to check short run dynamics among selected macro-economic variables and growth of Islamic banking. This model exposed that in what period and at what speed dependent variable returns to its balancing point / level after bringing change in independent variables. The estimates of ECM model have been given in Panel A of Table 3 . It represents the time limit and speed of dependent variable coming back to its equilibrium and the negative sign represents the change in the long run model. From the previous result, the existence of co integration in our data has been verified. The impact of independent variable in short run behavior of Islamic banking cannot be depending upon the long run coefficients only. To examine this effect, we have applied the ECM to locate the short run dynamics.
An equilibrium correction mechanism required that the short run error correction term to be negative which assure the reversion to equilibrium as present in the table 4.5.1.
The estimated value of ECM is -0.752 which proves the presence of dynamic relationship between variables. The coefficient of ECM (-1) show how fast the variables are moving to the long run equilibrium after short run shocks. Lon run equilibrium can be obtained when the ECM coefficient has negative sign and statistically significant at 95% level. This coefficient suggests the 75% error will be adjusted in first period. It points to relatively fast speed of adjustment. The variables are significantly impacting the adjustment towards long run equilibrium.
The Panel B of Table 3 shows the long run regression estimates of the model. The results clearly indicated that co-efficient of GDP, MPOP, M2, CPI, and REM are highly statistically significant. The coefficients of IR, and SAV an insignificant at 5%. The estimated parameters indicate that there have been existed long run relationship among the variables. Although, variables, IR and SAV are statistically insignificant but their economic significance cannot be ignored. Coefficient of GDP is indicating that GDP has direct but significant influence on growth of Islamic Finance When, GDP of the county increases, it causes growth of economic activity in the country. Coefficient of regression of Muslim population has positive relation with growth of Islamic finance and if Muslim population will increase to even 1%, then, Islamic finance will grow (increase) by Rs.0.331 billion and vice versa. Thus, it is accepted that population growth rate has positive and significant impact on growth of Islamic finance with respect to Islamic banking industry of the country. Coefficient of (M2), money supply is indicating that if more money will be in circulation, financing of Islamic banks will increase with Rs.1.532 billion and vice versa. So hypothesis should be accepted. Thus, it is accepted that money supply has a positive and significant impact on growth of Islamic finance with respect to Islamic banking industry of the country.
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Coefficient of IR has negative relation between interest rate and growth of Islamic finance. When interest rate of commercial banks increases, finance of Islamic banks grows inversely. So, interest rate increases 1%, volume of Islamic finance will decrease by Rs. -61.441 billion in the country. So interest rate of conventional banks leaves negative but insignificant impact on growth of Islamic finance.
Coefficient of inflation rate (CPI) has negative influence on Islamic banking financing. As there is 1% increase in inflation rate, growth of Islamic finance will be weakened by Rs. 55.91 billion. That is indicating that CPI has inverse but significant relationship with growth of Islamic finance. Savings play a vital role in generating finance and significant part of investment in the country. In our findings, it has a positive but insignificant relationship with the growth of Islamic finance where there will be 1% change in savings, Islamic finance will increase by 0.147 billion. Foreign remittance plays an important role in a countries economic growth and raise government reserves for providing finance. By implying good policies, a country's government can boost the economic activities in the country. If there is 1% increase in REM, Islamic finance will raise by 172.51 billion.
Conclusion and Recommendations
This study scrutinized and examined the impact of our selected major macroeconomic variables on the growth of Islamic banking. The data was taken from 1985-2015.To determine the long run effects and short run influence on the growth of Islamic banking, the co-
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integration approaches to ECM models were applied to analyze the empirical data. The selected macroeconomic determinants of Islamic banking were GDP (economic growth), MPOP (Muslim population), M2 (money supply), CPI (inflation rate) and IR (interest rate), SAV (savings) and REM (remittance). Our findings substantiate a considerable long run relationship between Islamic banking and other all independent variables. Our results are in the accordance with previous researches. Co-integration results suggest that GDP has positive but significant relationship with volume of Islamic banking. This behavior of Muslims is explained as that lavishly spending is prohibited in Islam as it stated in Quran clearly. Islamic banking industry should accommodate more P& L products in order to be more interest free. Documentation of Islamic banking should be convenient so that more and more people with less income can deal with banks running Islamic banking system. While M2, has a positive and significant relation with the growth of Islamic banking. The state bank of Pakistan (SBP) holds and manages the monetary policy in the Pakistan. Being an important tool of monetary policy, change in M2 will change the supply of money and affect the country's economic condition. Country specially believe in Islamic sharia should investigate and invest in socially good, trusted and socially recognized companies. By which, overall capital size and reputation of transaction increases. M2 has negatively impacted on the deposit of conventional banks but have a positive influence on the deposits of Islamic finance. As a result, there will be a great motivation for the people to choose Islamic banking to maintain their deposits. In our study, we found out that REM have direct (positive) and significant relation with the growth of Islamic finance. Remittances received to the country should imply to increase investment in productive zones. Remittances can contribute towards higher savings in the country if more effective policies are implied for transferring of remittances and in creation of further jobs for Pakistanis abroad. Improvement / enhancement of inflation rate (when CPI is an indicator), will decrease the growth of Islamic finance and vice versa and CPI has an inverse but a significant impact on the growth of Islamic finance. Islamic finance promotes investment, savings and business activities on profit and a loss basis and general price of goods and services are adjusted at lower level. Being religion as a factor, demand of Islamic finance is greater in Islamic countries because Muslim population of the Muslim country prefers to finance according to their religious belief. Muslim population growth increases demand for Islamic modes of finance (Shariah compliance products). Normally customers are profit oriented as well as want to get safety of their finance and when interest rates of the conventional banks increase customer of Islamic populated countries leave obtaining loans from commercial banks and prefer to move towards Islamic financing because RIBA (interest) is prohibited in Islam. Our results show that interest rate of conventional banks has inverse effect on the total reserves of Islamic finance. Islamic bank deposits rise with an increase in the rate of returns and decrease in rate of interest. The study validates the results that a rise in conventional banks financing rate (profit rate) will decrease both conventional banks' lending and Islamic banks financing. Savings and remittances are two main components of financial assets and reserves of financial institution. In our results SAVING has positive but insignificant relationship and REM has positive and significant impact on Islamic finance. Saving and investment are the main tools for economic growth; it is attributed with good planning. Muslim countries should give importance to interest
